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TAX AND ESTATE PLANNING FOR IRAs AFTER THE TAXPAYER RELIEF ACT OF 1997
by Robert S. Keebler and Michael A. Bleck

Robert S. Keebler, CPA, MST is a shareholder at Schumaker, Romenesko & Associates in Green Bay, WI.
Michael A. Bleck is a tax associate at Schumaker, Romenesko & Associates in Green Bay, WI. In this PFP
Pointer, they explain some of the changes in retirement planning resulting from tax reform.

THE 15% EXCISE TAX IS GONE BUT WAS ALWAYS CLOSE TO OUR HEARTS
By now most of us are aware that the 15% excise tax is gone; along with the three-year “window of opportunity”
and the infamous pie charts showing the trilogy of taxes imposed by a killer Congress. In the past 10 years this
artful Congressional invention almost certainly generated more professional fees than taxes. This tax was truly
a disaster for both the Government and the taxpayer. The excise tax did, however, remind us of a valuable
lesson first learned in grade school — the power of exponential notation or, in financial terms, the power of
compounded tax-deferred growth.

The lower capital gains rate will, however, require all of us to rethink the strategy of putting the maximum
amount allowable into tax deferred vehicles. Our initial modeling indicates that the repeal of the excise tax
coupled with the new Roth IRA will increase the complexity of this area. One new question will be, “Should
I withdraw funds to take advantage of the lower capital gains rate on the growth?” CPAs across America are
beginning to answer this mathematical puzzle.

TO DREAM OR NOT TO DREAM IS THE QUESTION — AN ANALYTICAL PERSPECTIVE ON
THE OPPORTUNITY TO CONVERT EXISTING IRAs TO THE NEW “ROTH (DREAM) IRA”.
The 1997 Tax Bill was welcome relief to the overtaxed successful American. Front page news stories across
America carried the wonderful news of the 20% and 18% capital gains rates on property held for 18 and 60
months, respectively. These same stories also touched upon the new breed of IRAs called the Roth (or Dream)
IRAs.
The heart of the Roth IRA is a nondeductible contribution followed by nontaxable withdrawals. If this sounds
too good to be true, keep reading. The true benefit of the Roth IRA is a seldom discussed provision which
allows a taxpayer to convert an existing IRA to a Roth IRA. The price of conversion is realizing income equal
to the value of the IRA, ratably over a period of four years. Under the Act, in order to enjoy the four-year spread
of income, the election to convert the IRA must be made by December 1998. Yes, December 1998. This means
you have 12 short months to discuss this opportunity with 100% of your clients with IRAs. It appears that
conversion, without the four-year spread, will continue to be available after 1998.
The key issue is what will you tell these clients — should they elect to convert to a Roth IRA or is this simply
a Congressional fantasy like the three-year window of opportunity which was really a revenue enhancement.
Our initial analysis indicates that the Roth IRA is a superior wealth creation vehicle compared to the traditional
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IRA. The key considerations will be the client’s current income tax situation, post-retirement tax situation, and
age. Generally, the younger the client and the larger the IRA, the more likely that an election makes sense.

The decision to contribute up to $2,000 annually to a Roth IRA will be an easy one provided the taxpayer will
not need the funds until after age 59½. The $2,000 limit starts to phase out at AGI of $150,000 ($95,000 if
single), and is completely phased out at AGI of $160,000 ($110,000 for singles).

Both the $2,000 annual Roth IRA contribution and the conversion IRA became available January 1, 1998.
One of the most powerful portions of the Roth IRA statute is the suspension of the age 70½ required distribution
rules. Taxpayers will not be required to take any distributions from a Roth IRA during their lifetimes. Also,
a Roth IRA may be rolled over at the death of one’s spouse and a “regular” rollover IRA can be converted to
a Roth IRA.

On the surface it appears that certain taxpayers may want to convert a portion of their existing IRAs to a Roth
IRA. Unfortunately, the conversion right is not available to taxpayers with AGI of over $100,000 or to married
persons filing separate returns.

To understand the advantages of the Roth IRA one should become familiar with the basic math. Without the
variables reviewed below, converting a zero-basis IRA to a Roth IRA will not always be advantageous. On the
other hand it may be advantageous to convert a nondeductible IRA to a Roth IRA. This occurs because 100%
of the future growth will be tax-free while only a portion of today’s value (i.e., the amount above basis) will be
subject to income tax upon conversion.

1998 and Future Income Tax Rates
If tax rates will be the same or increase, the Roth IRA conversion election is more likely to be advantageous.
Further, if a client has NOL, ITC or charitable carryforwards this will make the Roth election more favorable.

In the last few months we have discussed these concepts with many clients and other advisors. In developing
our electronic spreadsheets we have determined the following are some of the important variables to the
conversion decision:
•

The taxpayer’s current income tax situation and income tax situation over the next five years.

•

The impact on the taxation of current and future social security benefits.

•

The estate planning impact of making such an election.

•

The need or lack of need to fund the family trust (i.e., the unified credit bypass trust) with IRA assets.

•

The outside assets available to fund the tax liability incurred by making a Roth IRA election.

Notice to Readers: This PFP Pointer does not represent an official position of the American Institute of CPAs, and is distributed with the
understanding that the authors, editor, and publisher are not rendering tax, legal, accounting, or other professional services in this publication. If
specific tax advice or other expert assistance is required, the services of a competent professional should be sought.
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Conversion Prior To December 31,1998 Without Other Variables
To understand the conversion analysis, one must begin with the basic math. For example, your client has
$250,000 of outside funds, and $500,000 in a zero-basis IRA. The $500,000 IRA could remain in a traditional
IRA from when the client is age 60 to age 90, or it could be fully converted to a Roth IRA. For ease of analysis,
assume that the dollars will be taxed at 28% in both instances. The point of the analyses shown below is to help
you become familiar with the Roth IRA on a theoretical basis rather than to prove whether any client should
convert their IRA to a Roth IRA. The following analyses could change as a result of the pending Tax Technical
Correction Act of 1997, which includes a provision for penalty taxes on distributions within five years of
conversion. Also, state taxes have not been factored into the analysis. As shown below, there is mathematically
no difference between converting or not converting assuming there is no four year spread, required minimum
distribution, or estate tax.

Table 11

Traditional IRA vs. Roth IRA

No Estate Tax or RMD or Four Year Spread
Traditional IRA

Year

Ending IRA
and Outside
Fund
Balance

Taxes
on IRA

RothIRA

Netto
Family

Ending IRA
and Outside
Fund
Balance

Taxes
on IRA

Net to
Family

1/1/98

$750,000

($140,000)

$610,000

$750,000

12/31/98

$820,000

($154,000)

$666,000

$666,000

$0

$666,000

12/31/03

$1,282,499

($248,019)

$1,034,480

$1,034,481

$0

$1,034,481

12/31/08

$2,009,468

($399,436)

$1,610,032

$1,610,032

$0

$1,610,032

12/31/13

$3,153,972

($643,296)

$2,510,676

$2,510,676

$0

$2,510,676

12/31/18

$4,958,583

($1,036,035)

$3,922,548

$3,922,548

$0

$3,922,548

12/31/23

$7,808,177

($1,668,545)

$6,139,632

$6,139,632

$0

$6,139,632

12/31/28

$12,314,089

($2,687,208)

$9,626,881

$9,626,881

$0

$9,626,881

($140,000)

$610,000

1Assumes the Roth IRA election is made on January 1, 1998 and the entire tax liability for that
year is withdrawn from the Roth IRA. Also assumes a growth rate of 10%, an income tax rate of 28%,
and a capital gain tax rate of 20%. This table further assumes that there is no estate tax, required
minimum distribution or four year spread in income taxes for the conversion to the Roth IRA. Under the
pending Tax Technical Correction Act of1997 there could be a tax on distributions within five years of
conversion.
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Four-Year Period Over Which To Pay Taxes
The four year period of time in which to pay income taxes reduces the present value of the tax liability. During
this period both the after-tax funds and funds that will be needed for the four quarterly estimated tax payments
needed each year will be working for the taxpayer. This is shown in Table 2.

Table 22

Traditional IRA vs. Roth IRA
No Estate Tax or RMD

Roth IRA

Traditional IRA

Year

Ending IRA
and Outside
Fund
Balance

• •

Taxes •
on IRA

Netto
Family

Ending IRA
and Outside
Fund
Balance

Taxes
on IRA

Net to
Family
$610,000

1/1/98

$750,000

($140,000)

$610,000

$750,000

12/31/98

$820,000

($154,000)

$666,000

$676,500

$0

$676,500

12/31/03

$1,282,499

($248,019)

$1,034,480

$1,066,298

$0

$1,066,298

12/31/08

$2,009,468

($399,436)

$1,610,032

$1,661,274

$0

$1,661,274

12/31/13

$3,153,972

($643,296)

$2,510,676

$2,593,202

$0

$2,593,202

12/31/18

$4,958,583

($1,036,035)

$3,922,548

$4,055,458

$0

$4,055,458

12/31/23

$7,808,177

($1,668,545)

$6,139,632

$6,353,684

$0

$6,353,684

12/31/28

$12,314,089

($2,687,208)

$9,626,881

$9,971,615

$0

$9,971,615

($140,000)

2Assumes the Roth IRA election is made on January 1, 1998 and the entire tax liability for that
year is withdrawn from the Roth IRA. Also assumes a growth rate of 10%, an income tax rate of 28%,
and a capital gain tax rate of 20%. This table further assumes that there is no estate tax or required
minimum distribution. Under the pending Tax Technical Correction Act of1997 there could be a tax on
distributions within five years of conversion. Although the income tax on conversion to the Roth IRA is
paid over four years, the income tax of $140,000 is all shown in 1998 because the death of the participant
in 1998 would result in a liability for the estate for the income tax due over the next three years.
Therefore, the entire tax liability in 1998 is $140,000.
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The Degree to Which the Client Will Be Able to Defer Distributions After Age 70½
If a client will not need funds upon reaching age 70½ the Roth IRA will usually be more desirable compared
to the traditional IRA as there are no required minimum distributions. The advantage of this additional deferral
is shown below in Table 3.

Table 33

Traditional IRA vs. Roth IRA
No Estate Tax

Traditional IRA

Year

Ending IRA
and Outside
Fund
Balance

Roth IRA

Net to
Family

Taxes
on IRA

Ending IRA
and Outside
Fund
Balance

Taxes
on IRA

Net to
Family

1/1/98

$750,000

($140,000)

$610,000

$750,000

12/31/98

$820,000

($154,000)

$666,000

$676,500

$0

$676,500

12/31/03

$1,282,499

($248,019)

$1,034,480

$1,066,298

$0

$1,066,298

12/31/08

$1,987,346

($378,302)

$1,609,044

$1,661,274

$0

$1,661,274

12/31/13

$2,917,328

($439,075)

$2,478,253

$2,593,202

$0

$2,593,202

12/31/18

$4,196,295

($433,052)

$3,763,243

$4,055,458

$0

$4,055,458

12/31/23

$5,882,243

($256,020)

$5,626,223

$6,353,684

$0

$6,353,684

12/31/28

$8,284,165

$0

$8,284,165

$9,971,615

$0

$9,971,615

($140,000)

$610,000

3Assumes the Roth IRA election is made on January 1, 1998 and the entire tax liability for that
year is withdrawn from the Roth IRA. Also assumes a growth rate of 10%, an income tax rate of 28%,
and a capital gain tax rate of 20%. This table further assumes that there is no estate tax and that there is a
100% turnover of outside investments. Under the pending Tax Technical Correction Act of 1997 there
could be a tax on distributions within five years of conversion. Although the income tax on conversion
to the Roth IRA is paid over four years, the income tax of $140,000 is all shown in 1998 because the
death of the participant in 1998 would result in a liability for the estate for the income tax due over the
next three years. Therefore, the entire tax liability in 1998 is $140,000.
© 1998 AICPA PFP Membership Section

6
Whether the Income Taxes, Upon Conversion, Will Be Paid from Funds Within or Outside of the Newly
Converted Roth IRA
The strongest case for conversion to a Roth IRA exists when the tax liability can be paid from funds outside of
the converted IRA. This is shown in Table 4.

Table 44

Traditional IRA vs. Roth IRA
No Estate Tax
Fund Tax On Conversion With Outside Funds

Traditional IRA

Year

Ending IRA
and Outside
Fund
Balance

Taxes
on IRA

Roth IRA

Netto

Family

Ending IRA
and Outside
Fund
Balance

Taxes
on IRA

Netto
Family

1/1/98

$750,000

($140,000)

$610,000

$750,000

12/31/98

$820,000

($154,000)

$666,000

$677,200

$0

$677,200

12/31/03

$1,282,499

($248,019)

$1,034,481

$1,083,825

$0

$1,083,825

12/31/08

$1,987,346

($378,302)

$1,609,044

$1,717,551

$0

$1,717,551

12/31/13

$2,917,328

($439,075)

$2,478,252

$2,725,050

$0

$2,725,050

12/31/18

$4,196,295

($433,052)

$3,763,244

$4,328,356

$0

$4,328,356

12/31/23

$5,882,243

($256,020)

$5,626,223

$6,882,165

$0

$6,882,165

12/31/28

$8,284,165

$0

$8,284,165

$10,953,474

$0

$10,953,474

($140,000)

$610,000

The Impact on the Taxation of Social Security Benefits
A potential trap for the unwary will be the impact of the Roth conversion election on the taxation of social
security benefits. When analyzing the conversion election one should determine whether the additional
conversion income will directly result in a portion of social security income becoming subject to regular income

4Assumes the Roth IRA election is made on January 1, 1998 and the entire tax liability for that
year is funded from assets outside the IRA. Also assumes a growth rate of 10%, an income tax rate of
28%, and a capital gain tax rate of 20%. This table further assumes that there is no estate tax and that
there is a 100% turnover of outside investments. Although the income tax on conversion to the Roth
IRA is paid over four years, the income tax of $140,000 is all shown in 1998 because the death of the
participant in 1998 would result in a liability for the estate for the income tax due over the next three
years. Therefore, the entire tax liability in 1998 is $140,000.
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tax. However, there is also some tax planning that can be done with regard to social security. By converting
to a Roth IRA, it may be possible to avoid taxation of Social Security benefits because Roth IRA income is not
part of the Social Security inclusion formula.

Whether the Client Will Be Subject to Federal Estate Taxes
For many taxpayers with substantial wealth in their qualified plan or IRA, the analysis of whether to convert
a traditional IRA to a Roth IRA should include the effect of estate taxes. Estate taxes impact this decision in
three separate ways:

•

If an IRA is converted to a Roth IRA, the overall estate will be reduced by the amount of the income
taxes paid. This will result in a lower overall estate tax base.

•

From a wealth transfer perspective, it is better to pay income tax prior to paying estate tax.

•

In many instances a client will desire to fund their bypass trust with Roth IRA assets.

Example:

Tom’s only asset is an IRA valued at $1,000,000. If he elects to convert the IRA to a
Roth IRA his estate will be decreased by approximately $360,000 (i.e., $1,000,000 x
36%). After paying the income taxes, $640,000 will remain in the Roth IRA. If Tom
dies in 1999 when the exemption amount is $650,000, the entire Roth IRA will pass
to the bypass trust.

Whether Traditional IRA Funds Will Be Used to Fund the Unified Credit Bypass Trust
Clients will now be asking, “Should I use my traditional IRA or my Roth IRA to fund my bypass trust?” At first
this may seem like a difficult question; however, it may be relatively straightforward. Income tax has already
been paid on the Roth IRA. If $650,000 of Roth IRA assets5 are utilized to fund a bypass trust, this may actually
result in a greater wealth transfer than $650,000 of traditional IRA assets. This is shown in the chart below:

Value of Assets Passing
to the Bypass Trust

Value of Assets Passing
Exemption Amount
Less income taxes at 31%

Net to Family

Traditional IRA

Roth IRA

$650,000

$650,000

201,500

_______ 0

$448,500

$650,000

Additional Wealth Transfer

$201,500

As shown above, income taxes severely impact the amount of wealth that actually transfers to the bypass trust.
In the instance above, only $448,500 out of the original $650,000 survives the income tax system to pass to the
family. In the alternative, if the Roth IRA is used, greater distributions occur.

5$650,000 is the 1999 unified credit exemption amount.
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To summarize, there are eight distinct reasons that support making the IRA conversion election.

1.

The taxpayer has a special tax attribute available in 1998, 1999, 2000, or 2001. For example, he or she
may have charitable deduction carryforwards, NOL carryforwards, or investment tax credits.

2.

The four-year spread over which to pay income tax provides a slight advantage when comparing the
traditional IRA with the Roth IRA.

3.

Suspension of the minimum distribution rules at age 70½ provides a considerable advantage to the Roth
IRA holder.

4.

The payment of income tax before the imposition of estate tax (when a Roth IRA election is made)
compared with the available income in resect of a decedent (IRD) deduction (IRC §691(c)) when a
traditional IRA is subject to estate tax provides a moderate benefit.

5.

Taxpayers who can pay the income tax resulting from a Roth IRA election from non-IRA funds will
benefit greatly from the Roth IRA.

6.

Taxpayers who need to use IRA funds to fund their $600,000 unified credit bypass trust will be well
advised to consider electing a Roth IRA for that portion of their overall IRA funds used to fund the trust.

7.

Taxpayers who make the Roth IRA election during their lifetimes will reduce their overall estates,
thereby lowering the effect of higher estate tax rates.

8.

Ability to name a new beneficiary after age 70½.

To put this in perspective, most clients will benefit from the $2,000 annual contribution to a Roth IRA.
Furthermore, with your help many clients will benefit from the conversion of a traditional IRA to a Roth IRA.
Lastly many estate planning clients will benefit from the conversion of a traditional IRA to a Roth IRA.

When making the decision on whether to convert to a Roth IRA, a client’s financial, retirement, income tax, and
estate planning issues need to be considered. Having analyzed the Act and the related computations during the
time since passage, the authors are reasonably certain that most individuals with more than $250,000 in their
plans should convert a portion of that plan to a Roth IRA. This holds true to an even greater extent for
individuals who have an excess of $1 million in their plan and to a lesser, but still significant, degree for those
taxpayers with smaller IRAs.
The most critical task for planners will be to become familiar with the situations where converting their existing
IRA to a Roth IRA will be beneficial and to develop the software, memorandums, flow charts and graphs needed
to analyze and communicate these concepts with clients.

To help planners, author Robert Keebler and the AICPA have developed a multimedia planning tool, A CPA's
Guide to Making the Most of the New IRAs. See the enclosed flyer or call 1-800-862-4272 to order.
The AICPA has negotiated a 10% discount for PFP Section members, through April 1998, on BRENTMARK’S
ROTH IRA CONVERSION ANALYZER (regularly $249). It uses 10 to 12 inputs and produces four reports,
two on distributions and two on estate tax. It is available by calling 1-800-879-6665. You can also visit the
Roth IRA site, sponsored by Brentmark, at www.rothira.com. (The AICPA makes products available to assist
you in delivering high-quality services; however, we do not endorse products of outside vendors.)
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